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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
)
HUNTI NGTON ALLOYS, | NC. )

Appear ances:

For Appellant: Dean M Wi ner
Attorney at Law

For Respondent: Kendall E. Kinyon
Counsel

OPI1 NI ON

This appeal is made pursuant to section 25666
of the Revenue and Taxation Code fromthe action of the

Franchi se Tax Board on the protest of Huntington Alloys,
Inc., against proposed assessnents of additional fran-
chise tax in the anounts and for the years as foll ows:
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| ncome Years Anount
1963 $ 25,970.44
1964 34,896,.52
1 965 41,486.59
1966 31,232.75
1967 37,613.45
1968 35,083.90
1969 31,506.43
1970 63,074.55
1971 18,877.19
1972 37,133.53
1973 108,681.97

The issues presented for decision are: (1)
whet her the Ontario and Manitoba mning taxes paid by
appellan+t's affiliates were properly disallowed as
nondeducti bl e inconme taxes within the neaning of section
24345 of the Revenue and Taxation Code; and (2) whether
the application of the Uniform Division of Incone for Tax
Purposes Act, set forth in sections 25120 through 25139
of the Revenue and Taxation Code, is violative of the
federal or state Constitutions.

Appellant is a Delaware corporation qualified
to do business in California. |ts business during the
years in question was the sale of primary nickel and the
manuf acture and sale of nickel alloy products exclusively
within the United States. Appellant is controlled by
Inco Limted, a corporation organized under the |aws of
Canada. Inco Limted s business is the operation of
mnes, snelters and refineries in Canada to produce
ni ckel and other mneral products which it sells in a
wor | dwi de market and to certain of its affiliates,
including appellant. During the years in question, it
operated 15 nickel mnes in Ontario Province and 4 nickel
m nes in Manitoba Province. Bot h provinces inposed a
mning tax on the mning operations.

The Ontario mning tax is adm nistered by
mnistries concerned wwth mning and natural resource
regul ation. It is inposed at three graduated rates on
profits. Profits are determ ned by deducting specified
m ni ng expenses fromthe gross revenue from production.
The gross revenue is determned by one of three nethods:
(1) 1f the ore is sold, gross revenue is the gross re-
ceipts fromthe sale of ore; (2% if the ore is processed
at the mne, gross revenue is the amount of the actual
mar ket value of the output at the pit's nouth; (3) if the
ore is processed at the mne and there is no neans of
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ascertaining the actual narket value of the output at the
pit's nmouth, gross revenue is the amunt at which the
m ne assessor appraises such output.

Expenses which are deductible from gross reve-
nue include cost of transportation, working expenses of
the mne, power costs, costs of food for enployees
expl osi ves, safeguards, insurance, not |less than 5 per-
cent or nore than 15 percent for depreciation on m ning
equi pment and structures, and up to 15 percent per year
of exploration and devel opnent expenses incurred after
comrencenent of production. The nondeducti bl e expenses
include all devel opment expenses paid or incurred prior
to commenci ng production, exploration expenses paid or
incurred prior to the devel opnent state of the mne, al
expenses incurred for exploration and devel opnent work
t-at did not result in a producing mne, all dom nion,
muni ci pal, and province taxes (except for a mnor surface
property provincial tax and for sales and excise taxes on
pur chase of goods and equi pnent), any | oss on the sal e of
the mne property, cost or other depletion, any expense
incurred I1n acquiring the mne property, the right to
mne, or an option on the right to mne, royalties,
Interest, and nost expenses for annual sharehol der
meet i ngs.

The provisions of the Manitoba mning tax are
substantially the same as the provisions of the Ontario
m ning tax. It is inposed at a flat 8 percent of income
over $10,000 derived frem the operation of a mne.
| ncome is statutorily defined as net profit derived,
or deened derived, from mning operations w thout an

al lowance for depletion. If the ore is sold, the profit
is calculated by subtracting the allowabl e expenses from
the gross revenue. If the ore is not sold, the market

val ue or the appraised value of the output is substituted
for gross revenue. Allowabl e expenses are the operating
expenses simlar to those allowed under the Ontario | aw,
plus up to 15 percent per year for depreciation of pre-
production devel opnent costs. Specifically disallowed as
deductions are interest, dividends, any expense incurred
in acquiring the mne property or the right to mne, and
depreciation in the value of the mne, mning |and

or mning property, by reason of exhaustion or partial
exhaustion of the ore or mineral. |In addition to their
respective mning taxes, both provinces inpose a separate
I NCONE tax.

Upon audit, respondent determ ned that appel -
lant was a part of Inco Limted s worldw de unitary
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busi ness and issued proposed assessnents. Appel | ant
contests the Progosed_assessnents on the ground that
application of the unitary concept in this manner is
unconstitutional. Appel I ant al so contends that respon-
dent erroneously treated the Ontario and Manitoba m ning
t axes as nondeductible income taxes.

Wth, respect to the issue of the constitu-
tionaljt% of worldw de conbination, this board has a well
established policy of abstention from deciding constitu-
tional questions 1n an appeal involving proposed assess-
ments of additional tax. This policy 'S based upon the
absence of any specific statutory aufthority which would
al l ow the Franchise Tax Board to obtain judicial review
of a decision in a case of this type, and our belief that
such review shoul d be available for questions of consti-
tutional inportance. (Appeal of shachihata, INnc.,

US A, Cal. St. Bd. of Equal., Jan. 9, 1979.) Accord-
Tngly, we will not consider appellant's constitutiona
arguients.

We now turn to the issue of the deductibility
of the Ontario and Manitoba mning taxes. Revenue and

Taxation Code section 24345 provides, in pertinent part:

There shall be allowed as a deducti on--

. (a) Taxes or licenses paid or accrued
during the incone year except:

* * *

~(2) Taxes on or according to or neasured
by income or profits paid or accrued within the
I ncone year inposed by the authority of

(A) me CGovernment of the United States
or any foreign country; ...

Thus We nust determne whether the Ontario and Manitoba
mning taxes are taxes levied "on or according to or

measured by income or profits." The term "income” in
this statutory phrase has been construed by the courts to
mean gross income as defined "under general tax |law as
currentlg operating." (Beamer v. Franchise Tax Board, 19
cal.3d 467, 479 [138 Ccal.,Rptr. 199] (1977); MCA, INC. V.
Franchi se Tax Board, 115 cCal.app.3d 185, 193 [T7/T Cal.

Rptr. 242] (1981).)
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When tax liability was incurred, the "genera
tax law as currently operating” included forner
regulation 24271(b)(l1) fromtitle 18 of the California
Adm nistrative Code, in effect for the years at issue
Regul ation 24271(b) (1) provided:

| n a nanufacturing, nerchandising, or
m ni ng business, "gross incone" neans the total
sales, less cost of goods sold, plus any incone
frominvestnents and fromincidental or outside
operations or sources. Goss incone is
determ ned without subtraction of depletion
al  ownances based [on] a percentage of income
and without subtraction of selling expenses,
| osses, or other itenms not ordinarily used in
computi ng cost of goods sold. The cost of
goods sold should be determ ned in accordance
with the nmethod of accounting consistently used
by the taxpayer.

(Former Cal. Admin. Code, tit. 18, reg. 24271(hb),
repealer filed Sept. 3, 1982 (Register 82, No. 37).)

The California Supreme Court interpreted the
meani ng of "total sales |ess cost of goods sold™ with
respect to the mning business in Beaner v. Franchise Tax
Board, supra. _ In Beamer, the taxpayer paid a Texas tax
on the production &f crude oil and natural gas. The tax
was neasured by the market value of the oil and gas at
the mouth of the well. If the mnerals were sold for
cash, the tax was conﬂuted on the producer's gross cash
receipts. The court held that the Texas tax was not a
tax ®"on or according to or nmeasured by income" because
the tax was nmeasured by gross receipts instead of gross
income. Because the taxpayer was in the business of
mning, the court |ooked to state and federal tax
regul ati ons which define gross incone fromthe mning
busi ness as total sales |ess cost of goods sold. It
characterized these regul ations as recognizing that gross
recei pts woul d include recei pts which may constitute a
return of capital as well as incone, and returns of

capital may not be taxed. The court found that with
respect to the mning business, operating costs, denomni -

nated "lifting costs,” nust be subtracted fromthe gross
receipts in order to determne the gross income. Sij nc e
such costs were not deducted fromthe gross receipts to
conpute the Texas tax, the court concluded that the tax

was not neasured by incone.
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j Appel  ant contends that because the 'Canadi an

| ' provincial mning taxes do not allow a deduction for cost
depletion, the taxes are neasured by gross receipts

rat her than gross incone. A?pellant argues that

regul ation 24271(b)(l) specifically excludes fromthe

cal culation of the cost of goods sold only percentage

depl eti on. Therefore, appellant argues, regulation
24271(b) (1) recognizes that cost depletion is .a conponent
of the cost of goods sold in the mning industry.

Regul ation 24271(b)(1) does provide that gross
income is determned without subtraction of percentage
depl eti on. However, this does not nean that the
regul ati on recogni zes that cost depletion is a necessary
| component of the cost of goods sold. The regul ation
! provides in pertinent part:

e Stk e

G oss income is determned w thout subtrac-
tion of depletion allowances based [on] a

' percentage of income and without subtraction of
selling expenses, |osses, or other itens not
ordinarily used in conputing cost of goods
sold. The cost of goods sold shoul d be
determined in accordance W/ith the method of
accounting consistently used by the taxpayer .
{Emphasis added. )

e - g o S e e

Regul ation 24271(b) (1) makes it clear that in the mning
busi ness, itenms not ordinarily used in conputing cost of
goods sol d cannot be subtracted in determ ning gross

i ncone. (MCA, Inc. v. Franchise Tax Board, supra, 115
Cal.App.3d at I9%) Thus, I1 cost depletion is not
ordinarily used in appellant's conputation of cost of
goods sold, it is not necessary that the mning taxes
allow for its deduction in order to be terned taxes
measured by gross incone. Appellant has made no show ng
that its accounting nethod normally includes cost
depletion in the conmputation of its cost of goods sold.
Consequently, it has failed to carry the burden of
showi ng that the mning taxes are neasured by appellant's
gross receipts which include, as did the Texas tax in
Beaner, a direct return of capital invested as cost of
goods sol d.

Appel lant points to the case of Inland Steel
co. v. United States, 677 rF.2d 72 (Ct. C.71982), In
which the U'S Court of Cains decided that the Ontario
mning tax was not an income tax. Tae issue before the

court was whether the Ontario mning tax qualified as an
income tax so as to be creditable under section 901 of
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the Internal Revenue Code. Section 901 provides for
a credit to United States inconme taxpayers for the anpunt
of any incone taxes paid to a foreign country.

The finding of the U S. Court of dains that
the Ontario Mning Tax is not an incone tax creditable
under section 901 is not decisive for the purposes of
Revenue and Taxation Code section 24345. In order to be
creditabl e under section 901, a foreign tax nmust reach
net gain as that termis understood in the United States.
(Bank of America National T. & S. Ass'n. v. United
States, 459.R2d.RL T CCY 1.}, cerc. den., 4U409 0.S. 949
(34 T.EAd.2d 220] (1972).) The court in Inland Steel
reached its decision on the basis of what 1T terned "the
| arge-scal e om ssion fromthe OMI of significant costs of
t he mning business® such as deductions for interest,
depletion, and royalties. Wile the absence of these
deductions was significant to the court in determning
that the OMI is not a tax on net income, it is not
determ native in deciding whether the tax is a tax on
gross incone.

A nore troubling ﬁoint whi ch appel | ant rai ses
is the provision within both mning taxes for the taxa-
tion of unsold inventory. There is no realized incone at
this point. Instead, the tax is inposed on the val ue of
the ore rather than on incone generated fromits sale.

In Robinson v. Franchise Tax Board, 120
Cal.ABp.3d_72 [L74 Cal.Rptr. 437] (1981), the taxpayers
were beneficiaries of a Hawaii trust. The trust was
involved in agricultural, industrial, and residential
devel opnent . I n connection with its operations in
Hawaii, the trust paid a 'Hawaii GCeneral Excise Tax"
whi ch i nposed annual "privilege taxes agai nst persons on
account of their business and other activities in the
State neasured by the application of rates against val ues
of products, gross proceeds of sales, or gross incone,
whi chever is specified." (Robinson v. Franchise Tax
Board, supra, 120 Cal.app.3d at 79 (enph :

uoting 3a Hawaii Rev. Stats. (1976) ch. 237, ﬁ 237-13.)

0ss Income was defined as gross reéeceipts wthout any
deductions for the cost of the property sold, materials,
| abor, taxes, royalties, interest, or any other expenses.
The court found that the Hawaii statute %ad mul tifaceted
appl i cati ons. Apglied to retail sales, it was a sales
tax not measured by gross incone. Applied to mining, it
was a gross recelpts tax. A business could be subject to
two or nore tax rates dependi ng upon which section of the

-44-~




Appeal of Huntington Aloys, Inc.

tax applied to anactivity. The taxpayers contended

that, judged as a whole, the Hawaii statute was a gross
receipts tax. They argued that the issue should be

resol ved by a general analysis of the |law wthout regard
to its specific applications to the incone of the trust.
The court ruled that the Hawaii tax nust be judged by its
application to different forns of income, and that ile
some of its applications constituted a tax "nmeasured by
incone," others did not. The inconme of the trust was
primarily derived frominterest and real property rents.
Since the definition of rent excludes a return of capital
or cost of goods sold, the tax paid on such income was a
gross incone tax. Because the taxpayers failed to carry
their burden of proving which portions of the taxes paid,
if any, were not measured by inconme, the court decided

in favor of the Franchise Tax Board.

Li ke the Hawaii statute in Robinson, the
Ontario and Manitoba mining taxes are nultifaceted.
| nstead of using different nethods to tax different
busi nesses, the provincial mning taxes provide three
alternative ways to tax one business. "The tax Is a
hybrid type of tax, wth both income tax and property tax
features.” (Inland Steel Co. v. United States, supra,
667 F.2d at 82.) Qur purpose is to determne whether the
m ning taxes neverthel ess have the effect of being "on or
according to or neasured by" gross inconme. The taxes
al l ow deduction of the operating costs equivalent to the
lifting costs in Beanmer. As we stated earlier, appellant
has falled to show that the taxes fall on receipts which
include a return of capital. Therefore, as applied to
recei pts fromthe sale of ore, we nust conclude that the
taxes are nmeasured by incone. However, to the extent the
taxes are inmposed on unsold ore, they are not neasured by
income. Appellant has not shown which portion of the
taxes paid, if any, were inposed on unsold ore. There-
fore, absent such a showing, we nmust rule in favor of
respondent .
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Huntington Alloys, Inc., against proposed
assessments of additional franchise tax in the anounts
and for the years as follows:

| ncone Years Anmount
1963 $ 25,970.44
1964 34,896.52
1965 41,486.59
1966 31,232.75
1967 37,613.45
1968 35,083.90
1969 31,506.43
1970 63,074.55
1971 18,877.19
1972 37,133.53
1973 108,681.97

be and the sane is hereby sustained.

Done at Sacranento, California, this 12th day
of Septenber , 1984, by the State Board of Equalization,
with Board Menbers M. Nevins, M. Dronenburg, M. Collis
and M. Bennett present.

Ri chard Nevins Chai rman

Ernest J. Dronenburg, Jr. , Menber

Conway H Collis ,  Menber
WIlliam M Bennett . Member
, Menber
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